Abstract: This paper provides the comparison of the Ukrainian system of intergovernmental relations and international experience of developed and developing countries in the context of revenue sharing within current decentralisation trends. The paper analyses the role of income taxes (and personal income tax in particular) within the economic and legal framework and emphasises their importance in funding needs of local governments. Statistic and comparative analyses are employed for this aim. A set of directions for further reform is proposed, aiming at providing local governments with tools and levers to generate sufficient financial resources for efficient provision of essential local services.
Strengthening of the relations between central and local tiers of government and the decreasing of the role of the middle tier are decentralisation trends of recent years across the world. These processes are accompanied by the devolution of additional responsibilities to local governments without sufficient grants from senior governments. Thus, following these trends of the last decades requires assigning additional revenues to local governments to make them fiscally sustainable. These revenues should be reliable and stable, so that local governments are able to provide services and sustain living standards on the high level.
As Steytler argues, financing of local governments reflects the practice of local autonomy, 'determining whether local governments can make and implement policy choices in response to their constituencies' preferences' (Steytler, 2009: 418-419) . As he reasons, where local governments raise most of their revenue independently, a high level of autonomy follows, and conversely, reliance mainly on transfers from central governments, especially conditional grants that are tied to particular outcomes, usually results in local governments' financial dependency and policy subservience to central government (Steytler, 2009: 419 ). Thus, sufficiently high level of financial self-reliance in collecting resources is key issue to exercising local autonomy and proximity of local government policy to citizens' needs.
Local taxes, sharing of national taxes, and grants from other tiers of government are the most significant revenue sources of local governments. The trade-off between these types of revenues defined in the legal framework depends on the fiscal decentralisation policy of a given country, premised by the historical background and economic conditions. Within national economic strategy of development, it should be decided which locally generated revenues -local taxes or sharing of national tax -are more appropriate and efficient for gaining the principal macroeconomic aims of a given state.
A benefits based model is considered to be the most appropriate model for addressing local tax issues. Its main principle is formulated as follows: local taxes should fund those services from which local residents benefit. In this context, defining all the stakeholders becomes an important issue. It is to be decided which tax or mix of taxes local citizens and businesses should be taxed with, and which solution is fiscally sustainable and most appropriate from economic and administrative point of view (Kitchen, 2004 ). The other model called taxation based on ability to pay criteria, is better applied to national taxation rather than to local taxation, since tax instruments are more restricted for local governments (Kitchen, 2004: 14) .
From the theoretical point of view, there exist the following criteria for choosing taxes to fund local services: immobility of tax base, limited opportunity to export the tax to other jurisdictions, lack of latent causes of harmful competition between different tiers of government, and ease of administering the tax locally. According to these criteria, property tax is soundly considered as the most appropriate local tax. However, in economies in transition property taxation is not a viable solution as a source of financing local governments, due to the difficulties in administration of the tax. This is an issue when the tax base is property value, and real estate market does not function properly, which is common for transition economies (Kitchen, 2004: 12) .
Due to the criteria mentioned above, income tax on individuals is the next tax in the list which can be considered as a source of financing local government. Income tax, as well as sales tax, is more revenue elastic than property tax; income tax is also easier to administer. In addition, there is not much room for exporting criterion within revenue sharing of national taxes between different tiers of government. On the other hand, both taxes may be exported to other municipalities. This opportunity bears the potential risk of reduction of local accountability. In its turn, decrease of accountability may lead to inefficiencies in the allocation of local resources (Kitchen, 2004: 17) . For companies that generate income, cost of doing business is an important factor in inter-municipal or inter-regional location decisions. Since capital is highly mobile, corporate income tax is under high risk to be exported, thus making it inappropriate for local governments.
High capital mobility was a reason for decreasing the shares of enterprise profit tax (EPT) assigned to local governments in Ukraine where special economic areas were introduced. These taxes were created in 1992 with the aim of fostering the development of regional economies. Special economic areas proposed exceptional taxation regimes that caused inequality of EPT revenues levied in different municipalities, and created huge disparities between the regions. Enterprises 'voted with their feet', making EPT a non-reliable source for local needs.
Theoretical background suggests that individual income taxes are suitable for use by several tiers of government (McLure, 1999) . While central government may apply a progressive income tax with the aim of stabilisation and redistribution of resources, employing of a flat-rate tax might be more appropriate for sub-national governments. Thus, individual income taxes align with the fiscal aim of paying for the benefits of local public services.
Due to the reasons mentioned above, sharing of personal income tax (PIT) is one of the most appropriate revenue sources for local governments in transition economies. This tax is highly important in the decentralisation process since it is one of the main sources of revenues of local governments in a number of transition economies. From the history of countries in transition being centrally planned, they inherited the perception of personal income tax as the one to be assigned to local budget. This tax scheme is thought to increase performance while being used for the local needs. For example, due to the budgetary law of Ukraine (BCU), PIT is shared between regional, district and local self-government budgets in a stipulated percentage. On the other hand, the share of revenues levied from PIT in the consolidated budget of Ukraine is among top-three taxes (along with VAT and EPT), thus being of high fiscal importance in the budgetary system.
Regardless of the potential fiscal efficiency of PIT, resources of local governments need to be sufficient and to correspond with local needs of the community in order to sustain indispensable level of the living standards. According to Lyapina and other experts (following their chapters in Čapková, 2005: 144), tied revenues in Ukraine are unable to ensure sufficient possibilities for community development. As a result, local government bodies strive to replenish the budget, in stead of fostering territory development (Čapková, 2005: 144) . Thus, financial self-reliance of local governments should be increased and balancing revenues between tiers of government should be done.
This paper focuses on the revenue structure of local governments in Ukraine, and the role of PIT sharing in particular; it also compares Ukrainian evidence with international practice in order to propose viable solutions for reforming and improving the system of local government financing. In the first part of the paper, the analysis of revenues is conducted and the role of income taxes in local government financing is examined from an international prospective. In this part recent trends in financing local governments in developed economies and economies in transition are featured. The next three parts of the paper examine legal framework of local government financing in Ukraine, revenue structure of local budgets, and implementation of PIT sharing instrument between the tiers of government in Ukraine. Finally, after comparing international and Ukrainian practice, several reforms are proposed, aiming at providing local governments with tools and levers to generate sufficient financial resources.
Revenues of local budgets and role of income taxes in local government financing: international perspective
In federal states, where local governments are a priory thought to have higher level of autonomy than in unitary countries, the main sources of own revenue are a range of 1 State Treasury of Ukraine is a source for data on Ukraine; IMF GFS statistics -for other countries.
taxes, income generated by trading or selling services, and borrowing (Steytler, 2009: 420) .
The most important tax revenues are property taxes, commercial and payroll taxes, retail sales and income taxes, and other taxes, duties, levies, and fines. Local governments providing water, electricity, and other trading services often generate income from this source; it is the fastest growing and most important type of ownsource revenues for countries and municipalities in the United States. Given the tight regulatory framework, coupled with intense supervision of financial operations, the rate of borrowing by local governments often is low, and used almost exclusively by a few large urban municipalities (Steytler, 2009: 421-422 ).
In a range of countries with federal systems of government examined by Steytler property taxes have traditionally been the principal source of revenue for local government (Steytler, 2009 Meanwhile, the role of property taxation raised in all groups of transition economies: in countries in transition, the overall share in revenues of local governments almost doubled -increasing by 9% -from 12.6% to 21.6%; in the former USSR the share increased from 11.4% to 17.8%; in countries that recently entered EU it increased from 16.7% to 27.8% (Tables 5, 6 ). The heaviest reliance on property tax is in the countries that entered EU. This is the result of successful implementation of real estate market reform in these countries. The comparison of importance of income taxes, and personal income tax in particular, in local tax revenues of selected OECD countries and transition economies is illustrated in Tables 3 and 5 . From the fiscal point of view, in countries of OECD income taxation is prevailing in a third of countries, as well as property taxation. In contrast, in transition economies 11 out of 26 countries rely on income taxation, and 10 out of those 11 -on personal income taxation. Only 4 transition economies rely on property taxation. Thus, in transition economies, the role of income taxation (and personal income taxation in particular) is prevailing in financing local governments. This trend is related to the peculiarities of flows of financial resources and the low level of development of real estate market.
The heaviest reliance of sub-national governments on income taxes is in the Nordic countries. In Denmark, Finland, Iceland, Luxembourg, Norway, Switzerland, and (Tables 5, 6 ). In contrast, in countries of the former USSR, income taxation increased from 60.7% in 2000 to 61.2% in 2009, mostly due to PIT that increased from 45.8% to 54.0% (Tables 5, 6 ). Thus, the heaviest reliance on income taxation, and PIT in particular, exists in the countries of the former USSR.
In a range of federal countries examined by Steytler, the power of municipalities to set their own rates is significantly varied between countries and within countries (Steytler, 2009: 421 In Japan, local income tax is a surcharge on the national tax with progressive rates based on a system of per capita rates determined both nationally and by the size of the municipality. National individual income tax rate varies from 5% to 40%, while local inhabitant tax rates are flat rate plus per capita levy -4% of prefectural and 6% of municipal taxes (EYGM, 2009).
In Switzerland, local income tax is levied as a surcharge on cantonal income taxes with progressive rates established locally. Here the tax base of local taxes is both income and assets, including a tax on personal wealth. As of 2009 the maximum overall federal tax rate is 11.5%, while cantonal and municipal tax rates range from about 14% to 35% (EYGM, 2009).
In Germany, the system of tax sharing between the tiers of government includes both corporate and personal income taxes. While corporate income tax accounts for about 40% of local tax revenue being the biggest revenue source of local budgets, personal income tax is on the second place by its share. PIT is distributed to local governments as a share of the national income and wage tax. Tax is levied due to a progressive rate up to 45%. According to the Constitution, 15% of PIT revenues are assigned to local governments while the share for each municipality may vary across the country (Kitchen, 2004: 8-9 ).
In Croatia local income tax is a surcharge on the national tax. While national tax rate is progressive, ranging from 15% to 45%, rates assigned by municipalities vary from 0% to 18%, with the highest rate in Zagreb (EYGM, 2009). However, in transition economies income taxes are mostly redistributed to regions applying tax-sharing scheme, which is also the case in Ukraine. In general, this is the cause of a weak base of local taxes.
To conclude, taxes are the main sources of own revenue of local governments across the world. However, trends of dynamics of revenue structure and revenue sources that prevail in the budgets of local governments differ in countries in transition and in developed economies. Over the last decade, a trend of shrinking tax revenues in the sources of financing local governments across the world may be traced in both developed economies and in economies in transition. This trend may be a result of reductions in the resources that are redistributed through local budgets after financial an economic crisis that started in 2008. This tendency is stronger in transition economies. In case of developed countries, this trend is stronger for federal countries than for unitary states. In addition, shrinking tax revenues might be a sign of higher centralisation of resources throughout the world economic system.
The role of income and property taxes overall in tax revenues of local governments grew up during last decade in a group of countries of OECD and of the former USSR, while it fell away in a group of countries that entered EU during the fifth enlargement (in 2004/2007). Both in developed economies and transition economies, the share of property taxation increased considerably.
While income taxation increased in OECD unitary states, it shrank in federal countries. Income taxation also heavily decreased in the countries that recently entered EU, while in the group of countries of the former USSR the share of income taxation increased. In the countries of the former USSR, income tax, and personal income tax in particular, is used to be the basic and prevailing tax revenue source of local governments, and in this region, its role has grown over the last decade. Here the share of income tax is higher than in any other group of countries so it makes income taxation in Ukraine, and PIT in particular, of specific interest.
Legal framework of local government financing in Ukraine
In order to analyse the system of local government financing in Ukraine it is necessary to investigate it in correspondence with the system of local government, intergovernmental fiscal relations, and legal framework.
Ukraine is a unitary state with three tiers of local government: (i) regions ('oblasts'), Autonomous Republic of Crimea (ARC), cities of Kyiv and Sevastopol (regional level); (ii) districts ('rayons') and cities of regional significance; (iii) towns, rural settlements, and villages. The system of government of Ukraine is presented in Chart 1. The main principles of functioning of the budgetary system are laid in the basis of the national legislation and the Charter of Local Self-Government. In 1996 Ukraine signed a Charter of Local Self-Government which entered into force in 1998. According to Article 9 on the financial resources of local authorities (Charter), the central principles of fiscal decentralisation are the following:
Chart 1. System of government of Ukraine
• 'Local authorities shall be entitled, within national economic policy, to adequate financial resources of their own, which they may dispose freely within the framework of their powers;
• Local authorities' financial resources shall be commensurate with the responsibilities provided by the constitution and the law.'
These sub-articles imply accountability of the state on the adequacy of financial resources of local governments. These issues are implemented within the legal framework of Ukraine.
The right of local governments to impose local taxes was prescribed by the Decree of Cabinet of Ministers of Ukraine of 1993, 'On Local Taxes and Charges'. The Decree allowed for 17 local taxes and charges (until 2011 the amount of taxes ranged from 15 to 17). These included a charge on parking, a market charge, a charge on order of the flat, a charge on dogs, a resort charge, a charge on participation in hippodrome competitions, a charge on gain and on totaliser in competitions, a tax on advertisement, a charge on the use of local symbolics, a charge on movie recording, a charge on local auctions and lotteries, a communal tax, a license charge on trade allocations, a tax on sale of import goods, and a tax on real estate other than land property. However, most of these fees were still weak due to administrative reasons, and do not lend themselves to collecting much income for the local budgets of the country.
Starting from 2011, according to the Tax Code of Ukraine passed in 2010 (article 10) the amount of local taxes and charges was reduced from 15 to 5. There are 3 obligatory local taxes and charges such as a tax on real estate (other than land property), single tax and a license charges for special entrepreneurial activities. The two optional charges are a charge on parking of transport and a tourist charge.
As a result of the legislation amendments, local governments obtained even less capacity and tax base to independently obtain revenues generated locally. Though the tax base of the previously allowed taxes and charges was weak, the legislative changes might be a reason for the shortage of sufficient resources for local governments for independent decision making, not relying on the governments of a higher level.
In the first decade of independence, budgetary relations were regulated by the Law of Ukraine of 1991, 'On the Budgetary System of Ukraine'. Before the Budgetary Code of 2001 was approved, the process of sharing of national taxes between tiers of government had not been stipulated in any document. Thus, national taxes were shared between the levels of government purely based on the ad hoc principle, due to the Law on the State Budget and regulations of local councils for the respective year.
In this period, local budgets were enclosed into the budgets of the higher level (regional budget). The main revenue source of sub-national budgets was EPT. 30% of EPT was assigned to the central government, and 70% -to the other budgets. However, the tax was assigned to the ARC, regional, Kyiv and Sevastopol governments, which, in their turn, had the power to distribute this share of EPT between the enclosed subordinated budgets of the lower level. The ad hoc principle of allocation of resources made the process of decision making non-transparent. As a result, some budgets, being left without sufficient revenues, became dependent on the central government. These circumstances decreased accountability of all levels of government. PIT was another source of revenues of sub-national budgets; however, in every budgetary period it was subject to negotiations. The amendments of the Budgetary Code that should have entered into force in 2010 (but were vetoed by the President), became an unsuccessful attempt to settle the direct intergovernmental relations between central budget and all local budgets. Though according to these amendments decentralisation process was said to be deepened, in fact they would be a move in the opposite direction. In the conditions of scarcity of revenues of local budgets, these changes would lead to higher centralisation of fiscal resources, and local governments would become more dependent on the central government.
According to article 64 of the effective Budgetary Code of Ukraine, among the revenues that are tied to the budgets of local self-government there are a part of PIT; user charges on forest resources, mineral resources digging, special usage of water; some types of license charges and registration fees; and state due. Previously single tax was also partly included in revenues of local governments (BCU, 2001, article 64, 65).
According to article 66 of the Budgetary Code, ARC and regional budgets receive 25% of PIT levied on the corresponding territory; 50% of user charges on forest resources, digging of mineral resources, special usage of water; and 100% of charges on other natural resources and some of registration fees. District budgets receive 50% of PIT levied on the territory of villages, rural settlements, towns of district significance; license charges for special entrepreneurial activities; registration fees; and fines.
Before 2011 regional budgets also received 25% of the land fee levied on the corresponding territory, and license charges for special entrepreneurial activities; and district budgets -15% of the land fee levied on the territory of villages, rural settlements, and towns of district significance. Local self-government is financed by a share of PIT (25%), of state duty, and of a single tax; license charges for special entrepreneurial activities issued by the respective councils; entrepreneurship registration fees; trade patent fees; and fines that are levied by the respective councils (BCU, article 65). Starting from 2011 land fee is not tied to local budgets. In comparison, the share of local taxes (they are included into 'Other taxes' in Charts 2 and 3) is still very poor. While the role of property has recently evolved in Ukraine, the low share of property tax, which still is not seen as a local tax, and its shrinking from 4.6% in 2000 (Chart 2) to 2.8% in 2010 (Chart 3) is an alarming tendency. These results call for the reform of the system of local taxation and a shift to property tax as a source of revenues of local governments. However, primarily the reform of property tax requires institutional changes, setting proper real estate market conditions, and establishing property evaluation procedures.
Structure of revenues of local governments in Ukraine

Chart 3. Structure of tax revenues of local budgets in Ukraine in 2010
Internal As it can be seen from the charts above, local budgets in Ukraine are mostly funded from the national taxes and charges. The share of tied revenues is higher than the share of own resources. In comparison, the share of local taxes is rather low. There is a need to increase the role of local taxes in order to enhance financial independence and implement the principle of autonomy and accountability of local governments that is implied by the Charter of local self-government. This is the main direction of strengthening local budgets within fiscal decentralisation trends. In order to increase accountability in allocation of resources and expand the economic power and tax base of the regions and municipalities, stimulus should be provided to widen locally generated revenues.
PIT sharing between the tiers of government in Ukraine
According to the Tax Code and Budgetary Code of Ukraine, PIT is a national tax shared between all tiers of government. The tax rate is uniform for all the municipalities, since the tax is national. The main reform of PIT was conducted in 2004.
The reform was rather successful in terms of widening of tax base and so-called legalisation of incomes of the population. It included the shift in the scale of taxation from a progressive to a flat rate (with a tax rate of 13% in 2004-2006, and 15% in 2007-2010) . The efficiency of this reform was evaluated in the previous paper (Sydorovych, 2010) . According to TCU, starting from the second quarter of 2011 the tax rate is progressive. While the main rate remains on the level of 15%, excess of revenues upon the level of 10 minimal salaries determined yearly on January 1, is taxed with the rate of 17% (TCU, article 167).
Though from a conceptual point of view, the sharing of national taxes on income of individuals is thought to be better assigned to the jurisdiction of residence than to the jurisdiction of employment, it must give way to practical reality (McLure, 1999: 44) .
Since the final withholding of individual tax basic in the Ukrainian practice, generally for administrative reasons it is hard to implement with the residence-based taxation. PIT is assigned to the jurisdiction of employment. Thus, PIT, which is paid by an employer as a tax agent, is assigned to the respective local budget on its location principle.
According to the Budgetary Code of Ukraine, PIT is shared between all sub-national tiers of government (except for tax levied in the city of Kyiv under BCU of 2010). According to article 65 of the Budgetary Code, the shares are distributed to subnational budgets in the following proportions (Chart 4):
• 100% of PIT levied in the city of Sevastopol and 50% of PIT levied in the city of Kyiv are assigned to these cities (according to article 29 of BCU the other 50% of PIT levied in the city of Kyiv is assigned to the state budget). Between 2001 and 2010 the lump sum of PIT levied in the city of Kyiv belonged to the budget of the city;
• 75% of PIT levied on the territories of cities of Autonomous republic of Crimea (ARC) and in cities of regional significance is assigned to these cities;
Chart 4. PIT share in the revenues of local governments in Ukraine
• 25% of PIT levied on the territories of towns of district significance, rural settlements, and villages is assigned to the corresponding budgets.
According to article 66 of the Budgetary Code the shares of PIT revenues transferred to local governments are distributed to sub-national budgets in the following proportions (Chart 5):
• 25% of PIT levied on the territories of towns of district significance, rural settlements and villages, and in cities of ARC and regional significance is assigned to the budgets of ARC and regions;
• 50% of PIT levied on the territories of towns of district significance, rural settlements, and villages is assigned to the budgets of districts.
Chart 5. Shares of PIT prescribed as transfers to local governments in Ukraine
The shares of PIT assigned to national and local levels of government correspond with recent decentralisation trends. The importance of international cities (e.g. Kyiv) has rapidly grown in the context of recent globalisation process. Currently, cities concentrate major powers of economic development and prosperity. In addition, the quality of conditions in urban areas often determines location decisions for companies and investors. Thus, there is economic justification of the necessity in assigning additional taxes and greater fiscal autonomy to the cities to sustain their compatibility. This is the reason why the cities get a higher share of PIT resources in Ukraine. However, it should not discriminate rural areas in their development.
Conclusions
Recent decentralisation trends, strengthening of the relations between central and local tiers of government and the decreasing role of the middle tier, are accompanied with devolution of additional responsibilities to local governments without sufficient grants from senior governments. Following these trends requires rethinking the model of local government financing by decision-makers and assigning additional revenues to local governments to make them fiscally sustainable and commensurate to their constituencies' preferences.
The principal revenue sources of local governments are locally generated revenues such as local taxes and sharing of national taxes, as well as grants devolved from the other tiers of government. An important issue of fiscal decentralisation policy is finding the trade-off between the types of revenues defined in the legal framework.
According to the criteria for choosing revenues generated locally for financing local services, the most appropriate taxes are property tax (which is not a viable solution for economies in transition), individual income, and sales taxes. In transition economies, where local governments traditionally have relied on income taxes, revenue sharing of the national taxes is still administratively easier to implement. Thus, personal income tax (PIT) sharing is one of the most appropriate and significant revenue sources of local governments, being highly important in the decentralisation process in a number of transition economies.
In the countries of the former USSR, income tax and personal income tax in particular is used to be the basic and prevailing tax revenue source of local governments, and in this region, its role has grown over the last decade. Here the share of income tax is higher than in OECD countries, countries that have already completed transformation process, and other transition economies, which makes income taxation in Ukraine, and PIT in particular, of specific interest.
Comparison of shares of income taxes in the revenues of sub-national governments in the countries of the OECD, in Ukraine, and other countries in transition has reflected that there are a number of economies relying on PIT as a key resource base for meeting their expenditure needs to accomplish the functions assigned to them. Where it is true, this tax plays the role of a local tax as a surcharge on the national tax in one group of countries, or it is implemented within the mechanism of revenue sharing.
During the recent decade PIT has adopted the prevailing role of the revenue source of sub-national governments in Ukraine. In Ukrainian practice, PIT is presented as a revenue tied to all sub-national tiers of government in the parts stipulated in the Budgetary Code. It allows local governments to rely on stable resources, thus increasing their efficiency. In the context of comparatively successful reforms of personal income taxation in Ukraine, along with fiscal function, PIT also plays an important role in stabilisation and redistribution of resources within the country.
While PIT is distributed to the regions and municipalities as a sharing of national tax rather efficiently, which is reflected in recent trends, there is still a high need for reforms of local taxation. Under the conditions of growing incomes of population, strengthening of institutional structure, and transformation of property relations, a shift to property tax in local government financing is highly important. This is one of directions for future reforms. The other direction is enhancing independence of local budgets through increasing their own resources. In addition to successful PIT sharing implementation, the weight and importance of local taxes and local budgets in the budgetary system should be widened. This would increase accountability of local governments and approximate citizens to the decision-making process.
